
The corresponding increase in the GNP-PI will be

.1360t of 64.27t of output • .0874t of output

Thus the GNP-PI would reflect only .0874 + .3085 or 28.33\ of the additional

costs incurred by TELCO due to SFAS 106. The Labor Cost Percentage Adjustment

has increased the factor of .1360 to a factor of .2833 thus:

Labor Cost Percentage Adjustment - .2833 + .1360 - 2.0831

&Itapt to yblch Iwpact of SIAS 106 on All IeploytE' to tht GIl Ttap.lat.. ip$o

an Ipcr.... ig th. GIl-PI

In this section we describe the results obtained froll a macroeconollic IIOdtl

developed to calculate the impact of SFAS 106 on the GNP-PI.

Motiyation for the Macro,conoaic KOdel

The lI.croeconollic lIodel w. use allow. us to c.lcul.t. th. illpact of SFAS 106 on

prices in all sectors as w.ll as the effect on the overall GNP-PI. W. can get

a simple view of how the price level is affected, as w.ll as an appreciation of

the need for a macroeconollic lIodel, by first considering a "back-of-the-envelop."

calculation of the effects of SFAS 106 on the price level. To make the

interpretation of the calculation as simple as possible, suppose that in the

absence of SFAS 106 the GNP-PI would re..in constant over till.; that is, the rate

of inflation would be zero. Later w. will considtr the IIPre realistic scenario

in which there is ongoing inflation in the ab.ence of SFAS 106.

The back-of-the-.uv.lope calculation involves two steps:

t If
(1) the p.rc.ntag. incr•••e in the price of goods in a given sector equals th_

percentage increase in the cost of a unit of labor multiplied by the share

of labor cost in total costs in that sector; and

(2) the percentage increase in the overall price index is calculated as the

weighted average of the price increases in each sector.
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As an example suppose that the economy is divided into two sectors. One sector,

accounting for 68' of GNP pays no post-retirement health benefits and its costs

per unit of labor are not directly affected by SFAS 106. In the second sector,

which accounts for 32' of GNP, SFAS 106 directly increases the cost per unit of

labor by 3%, and labor costs account for 64% of total costs. According to the

back-of-the-envelope calculation, total costs and prices will increase by 1.92'

(64% of 3') in the second sector, and the overall price index will increase by

.614\ (32\ of 1.92'). However, as we discuss below, this calculation overstates

the effect on the overall price level.

Why does the back-of-the-envelope calculation overstate the size of the incre••e

in the overall price level? The introduction of SFAS 106 will increase the cost

of labor for employers who offer post-retirement he.lth benefits and this

increase in cost will le.d to a variety of m.rket adjustm.nts. Although the full

scope of market adjustments and their interactions can be complex (as det.iled

in Appendix C) we can get a simple view of the effects by first examining the

effects in the labor market.

Because SFAS 106 increases the labor costs of e.-ployers who offer post-retire.nt

health benefits, the.e e.-ployers will demand a ...ller ..ount of labor at any

given level of the w.ge r.te. 'Ibis reduction in the demand for labor will reduce

the wage rate (not including post-retire..ent he.lth benefits) facing all

employers. Th. reduction in the wage rate will reduce l.bor costs of employers

who do not offer post-r.tire..ent h••lth b.nefits. Labor costs of employers who

do pay post-retir.m.nt health b.n.fits will incr•••• by less than the dir.ct

impact of SFAS 106 on l.bor costs c.ptur.d in the b.ck-of-the-env.lope

calculation. With coap.tition forcing pric.s to stay in lin. with costs, pric••

will fall in the sector that does not offer post-retirement health benefits and

prices will rise by less than in the back-of-th.-enve1ope calculation for

employers who offer post-retirement health benefits. With prices rising in on.

sector and prices falling in the other sector, the overall price level may change

by only a small amount ..
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Although the overall price level may change very little, the relative price of

goods in the two sectors may change substantially to reflect the change in the

relative labor costs arising from the differential impact of SFAS 106 on

employers who offer post-retirement health benefits and employers who do not

offer these benefits. In addition to effects we have already discussed, changes

in labor costs arising from SFAS 106 will affect the mix of capital and labor

used by employers in different sectors, and resulting changes in the prices of

goods will shift demand away from the sector with an increased price toward the

sector with a decreased price. The shift in demand will cauae a reallocation of

resources from one sector to the other. All of these additional adjuatments are

captured by the macroeconomic model which is used to get a quantitative measure

of the impact of SFAS 106 on the prices of goods in each sector as well as on the

GNP-PI.

Now let's consider the more realistic scenario in which there is 01\101111

inflation before the introduction of SFAS 106. Over the long run, the price

level is very strongly related to the level of the money supply, and the rate of

inflation is very strongly related to the growth rate of the money supply. With

ongoing money growth there will be ongoing inflation, and the question is how

much SFAS 106 affects the price level cogar.d ;0 th'valU! it would haye nached

in the &bltnc. of sm 106. The basic results we present.d above still hold, but

with a slight re-interpretation: Whenever w. said that a price increases, we now

mean that it increases relatiD to th. ltDl it WOUld have attaintd in the

absence of SFAS 106; when.v.r we said that a pric. or wag. d.cr.as.s, w...an

that it decreases relative to tht leyel it wguld baY' reached in the abs.ne• of

SFAS 106. Thus, for exaaple, if we find that in the absence of ongoing

inflation, SFAS 106 would reduce the wag. by 2t, then in the presence of ongoing

inflation of 5' per year. the wage would rise by 3' over the course of the year.

so that it .nda up 2' below the value it would have attained in the absence of

SFAS 106 (if the effects of SFAS 106 were fully realized within one year). Thus,

when we report that SFAS 106 causes so..e prices and wages to fall, w. mean only

that these prices and wag.s are low.r than th.y would have b••n without SFAS 106

- - not necessarily that we will observe actual declines in these prices and wages
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between one date and some later date. This focus on the effect of SFAS 106 on

prices and wages relative to values they would have reach.d is the correct focus

for analyzing the question at hand: What is the impact of SFAS 106 on the GNP

PI?

We have explained that SFAS 106 will cause some prices to rise and other pric.s

to fall relative to their values in the absence of SFAS 106. To get a

quantitative measure of this effect we use a math.matical macroeconomic model.

Modeling StratelX

To study the quantitative impact of SFAS 106 on the GNP-PI w. UI. a IUth'IUtlcal

macro.conoaic mod.l that incorporat.s production costs for various gooda and

national de..nda for th.se goods. Th. impact of SFAS 106 is modeled as a dir.ct

increase in the cost of labor of employ.rs who off.r post-r.tirement h.alth

benefits, and the solution of the model indicat.s the ultilUt. eff.cts on the

prices of varioUi gooda and on the private s.ctor pric. index. 'nl. mod.l 18 b.st

viewed as a long-run mod.l that fully incorporat.s the eff.cts of SFAS 106 ..

B.for. constructing a IUcro IIOdel to study the pric. impact of SFAS 106, it is

helpful to list a s.t of desirable crit.ria for a IUcro model that can b. UI.d

to analyze this question. First, the mod.l should b. a multi-sector mod.l

because SFAS 106 will have different direct impacts on different sectors. In

particular, SFAS 106 will directly increase the cost of labor of employers who

offer post-retireaent h.alth benefits (which we treat as sector 2), but will have

no direct impact on 8IIploy.rs who do not offer post-r.tirement health ben.fits

(which w. treat as s.ctor 1).

Second, the .odel should .xplain how the costs of production are related to the

cost of labor and oth.r inputs. At the sUle ti.e, the model should allow for the

possibility that capital may be substituted for labor when labor b.comes more

expensive as it does in the SFAS 106 sector, and the mod.l should also allow for

the possibility that labor may be substituted for capital when labor becomes less

expensive as it does in the sector that does not offer post-retirement health

benefits.
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Third, the model should provide a specification of the aggregate demand for goods

related to the overall price index as well as the demands for the different goods

produced in the different sectors. Combining the demand structure with the cost

structure will permit calculation of the impact of cost changes in each sector

on quantities, and more importantly, on prices. Then the price index can be

computed.

Fourth, the model should be tractable so that numerical solutions can be computed

and readily interpreted.

Fifth, the model should be internally consistent and based on sound economic

foundat:ions.

The criteria listed above for an appropriate model guide our choice of a IIOdel.

To that end, we have developed a macroecono.ic model that draw. heavily on the

model presented in an article published by two pro.inent macroecono.1st. _.

Olivier Blanchard of K. I. T. and Nobuhiro Kiyotaki of the University of Wisconsin

-- in the September 1987 _rican Ecgnomic R'Yin. This article present. a

multi-sector macroeconomic model that explicitly accounts for production and cost

conditions as well as auregate demand. Although the model is economically

sophisticated and require. so.. mathematical manipulation to solve, the ba.ic

structure is quite tractable. Finally, the model has the advantage of being

based on sound econo.ic principle. and i. internally consistent.

The precise mathematical structure of our adaptation of the Blanchard-Klyotaki

model is presented in Appendix C. Here we will simply describe the three major

components of the model:

(1) the de8and for goods;

(2) the production functions;

(3) the supply of labor.
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(1) The demand for goods. The model is a two-sector model, which means that

there are two types of goods. If the relative prices of the goods are held

constant, the demand for goods 1s proportional to the overall level of aggregate

demand which depends on the money supply and the overall price level. Change.

in the relative price of the two goods shift demand away from the good with the

increased relative price toward the good with the decreased relative price. The

degree to which demand is shifted is measured by the price elasticity of demand,

which is an input to the model.

(2) The production functions. Each type of good is produced using capital and

labor. The amount of output that can be produced with any given combination of

capital and labor 1s determined by a Cobb-Douglas production function. The Cobb

Douglas production function is one of the most widely used production function.

in economics. Its most important characteristic is that for a competitive

company, the share of labor cost in total cost is conatant. regardle•• of the

wage rate or the amount of output produced. In applying the lIodel to the United

States we specify particular Cobb-Oougla. production functiona that match the

share of labor cost in total cost in the U.S. economy.

(3) The supply of labor. We have already pointed out that the introduction of

SFAS 106 will reduce the demand for labor by firms offering post-retire..nt

health benefits, and as a consequence, will reduce the wage rate relative to the

level that would have prevailed in the absence of SFAS 106. The llagnitude of the

effect on the wage rate depends on the responae of labor supply to the change in

labor demand. The model characterizes the supply of labor in terms of the

elasticity of labor supply with respect to the wage rate which measures the

percentage fall in the aaount of labor supplied resulting from a l' fall in the

wage rate.
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price elasticity of the demand for goods:

share of labor costs in total cost in sector 1:

share of labor costs in total cost in sector 2:

initial fraction of labor employed in sector 2:

To get quantitative results from the model, we must provide certain inputs to the

model. Using these inputs, the mathematical macroeconomic model is solved

numerically using a FORTRAN program written specifically for this model. In our

baseline calculation we use the following values for the major inputs to the

model:

Baseline Parameters

1.50

0.64

0.64

0.32

direct impact of SFAS 106 on labor costs in sector 2: 0.03

labor supply ela.ticity 0.00

The price elasticity of demand of 1.5 is prob.bly too high, but it w•• cho.en

because experimentation with the 1I0del indicated that the imp.ct of SFAS 106 Oil

the GNP-PI incr.as.s when the price elasticity of demand incr••••s. Thus, using

a value of 1.5 most likely ov.rstates the impact on the GNP-PI.

The share of labor cost in total co.t in each s.ctor was s.t equal to 0.64 to

match the actual share of labor cost in total GNP in the United States.

The value of 0.32 for the fraction of labor e~loyed in sector 2 was cho.en to

match the fraction of U.S. private s.ctor e~loye•• cov.red by SFAS 106. The

macroeconollic model is int.nded a. a model of the private s.ctor, so the sh.r.

of private s.ctor .~lo,..nt cov.red by SFAS 106 is used for th. fraction of

employment in .ector 2.

The value of 3' for the dir.ct imp.ct of SFAS 106 on labor costs is indicativ.

of the impact of SFAS 106 on tho.e employers who provide po.t-retirellent medic.l

benefits and was chosen to maintain consistencybetw.en TELCO SFAS 106 costs and
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those assumed for all other employers who will incur SFAS 106 costs.

Specifically this value was developed by multiplying TELCO's increase in labor

costs due to SFAS 106 by all of the adjustments except for the Non-Covered

Employees Adjustment and the Labor Cost Percentage Adjustment.

Finally, the value of the labor supply elasticity is set equal to zero.

Empirical studies of labor supply (sUDlll4rized in Chapters 1 and 2 of the Handbook

of Labor Economics, North-Holland, 1986) typically find that in response to a

permanent reduction in the wage rate men will tend to increase their labor supply

and women tend to reduce their labor supply. That is, these studies typically

find a negative labor supply elasticity for men and a positive labor supply

elasticity for women. The model uses a value of the aggregate labor supply

elasticity, which measures the response of agaregate labor supply (men plus

women) to changes in the wage rate. The agaregate labor supply elasticity is an

average of the negative labor supply elasticity of men and the po.itive labor

supply elasticity of women. It is typically found to be close to zero, or even

slightly negative (survey of uncompensated wage elasticities sUDIIIArized in

Table 3.5 of Hark R. Killing.worth, Labor Syppl!, Cambridge Univ.rsity Pr••••

1983). Secause the impact of SFAS 106 on the GNP-PI is larger for higher labor

supply elasticities, we set the labor supply elasticity equal to zero rather than

slightly negative to guard against understating the impact on the GNP-PI.

Using the values listed above in our baseline calculation leads to an increa.e

of 0.0138' in the private sector price index. For comparison, the back-of-the

envelope calculation for this case leads to an increase of 0.614' in the price

index. It is useful to define the "passthrough coefficient" as the increase in

the price index accordina to the model divided by the back-of-the-envelope price

increase. In thi. case the passthrough coefficient is 0.0225 (0.0138' + 0.614').

which indicates that the increa.e in the private sector price index is only

0.0225 ti.e. as large as indicated by the back-of-the-envelope calculation.

Sectors land 2 together comprise the private sector. The macroeconomic model

treats the government sector as an independent sector with employment and output

determined independently of the private sector. The effect of SFAS 106 on the

GNP -PI equals the share of government sector value adeed in GNP (10.6')
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multiplied by the impact on government sector prices plus the share of private

sector value added in GNP (89.4\> multiplied by the increase in private sector

prices. Because the government is not subj ect to SFAS 106, the impact on

government sector prices is zero. Therefore, the impact on the GNP-PI is 89.4\

of the impact on the private sector price index. Thus the back-of-the-envelope

calculation yields a 0.549\ (0.894 x 0.614\> increase in the GNP-PI, and the

baseline calculation indicates that the GNP-PI will increase by only 0.0124\

(0.894 x 0.0138\). The passthrough coefficient for the GNP-PI is 0.0225 which

is identical to the passthrough coefficient for the private sector price index.

The conclusion from the baseline calculation is very strong: Th' iIPast of

SFAS 106 on the GNl-PI is only a tiny fraction of the amount indicated by the

back-of-the-enyelop. calculation.

"lUltina Iapact of SIAS 106 on TILCO ',latin to it. ouraii Iapact on 01 CR-

To calculate the resultina relative impact of SFAS 106 on the GNP-PI compared to

TELCO, we return to the calculation of the Labor Cost P.rcentage Adjustaent.

This was based on the assu.ption that all additional costs will be passed through

completely into prices (and into the GNP-PI) and we must now change that

assumption to reflect the output of our macroeconomic model.

The model indicates that the GNP-PI will increas. by 0.0124\.

Looking first only at the direct effect of SFAS 106 on TELCO, we find that the

increase in TELCO's dir.ct labor costs is 6.295\. Thus TELCO's cos ts will

increase:

by 6.295' of 38.5\ of 74.3\ of output

(i. e., by 6.2951 of the percent of output

represented by TELCO's labor costs)

1.8027\ of output

Thus the GNP-PI would reflect only 0.0124 + 1.8027 or 0.69\ of the additional

direct costs incurred by TELCO due to SFAS 106.
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Additional Macroeconomic Effects of SFAS 106

In addition to the result reported above our macroeconomic model indicates that,

in response to the impact of SFAS 106, the wage rate in the national economy

could eventually fall in relative terms by 0.926\ (i.e., relative to What it

would have been in the absence of SFAS 106). To the extent that TELCO could also

benefit fro. a relative reduction in its wage, this could help to offset the

increase in its costs due to SFAS 106. If TELCO were able to achieve the full

reduction of 0.926\ the effect may be calculated as explained below.

-

SFAS 106 increases TELCO's direct labor costs by

If the national wag. r.t. is, in f.ct, r.duc.d

TELCO's direct labor costs are reduc.d by

Th. n.t incr••s. in TELCO's direct labor costs is

Thus TELCO's ov.r.ll co.ts would incr••••

by 5.369\ of 38.5\ of 74.3 of output -

in r ••p.ct of its own l.bor co.ts,

(1. e., by 5.369' of th. percent of output

represented by TELCO's l.bor costs)

by 0.0124\ of 25.7\ of output

in respect of its suppli.rs' prices

(i .•. , by .0124' of the purchased inputs

used by TELCO)

for a tot.l incr.... of

·32·

6.295\

.926\

5.369\

1.5375\ of output

.0032\ of output

1,5496' of output
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Thus if TELCO could benefit from a relative wage reduction of .926t, its overall

costs would increase by 1.5406' of output instead of the 1.8027' of output

calculated earlier. This indicates that macroeconomic effects, including a

possible reduction in TELCO's wage rate could finance a percentage of its

additional SFAS 106 cost, calculated to be:

(1.8027 1.5406) + 1.8027 - l4.53t

Thus the combined effect of the impact of SFAS 106 on the GNP-PI (0.7') and on

other macroeconomic variable. including the wage rate (14.5') would still leave

84.8' of TELCO's additional SFAS 106 costs unrecovered.

t 11.•
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IV. SENSITIVITY OF RESULTS

While we have attempted to calculate the results outlined previously in as

accurate a manner as possible, it should be obvious that many of the results are

subject to variability due to either the uncertainty of the underlying data or

the need to make some assumptions about future or unknown factors. In this

section we discuss the sensitivity of each of the previously derived values and

of the aggregate result to reasonable variation in underlying data and/or

assumptions.

'fb' ILI Jltthodolou

Initial Calculation of GNP BLI and TELCO BLI: In calculating GNP BLI and TELCO

BLI there were two areas of uncertainty that we analyzed. With respect to th.

calculation of GNP BLI we utilized average BLIs by industry and then utilized

industry weightings derived from the GAO survey to derive a final GNP BLI. Had

we, instead, utilized an aggregate employee weighted average based on our data

base only we would have derived GNP BLI as .2613 instead of .2568. This would

have resulted in insreasina the relativ. impact of SFAS 106 on GNP compar.d to

TELCO from 28.3' to 28.7'. With respect to the calculation of TELCO BLI, the

greatest area of uncertainty arose in deciding how to weight the various plans

sponsored by each Price Cap LEC. We decided to weight them based on employee

counts. We believe this was a conservative approach because in our data base

only one set of plan provisions is maintained for each employer. If we assuae

that where an ellllJloyer has more than one plan it is the more generous plan which

is reported in the data bas., then it would be appropriate to utilize 2Dlx th.

more generoua plans in calculating the TELCO BLI. If we had taken this approach

it would hav. r'4uced the relative impact of SFAS 106 on GNP compared to TELCO

from 28.3' to 27.7'.

Demographic Adjustment - We adjusted for the fact that TELCO will utilize lower

rates of turnover than those used by other employers in determining SFAS 106

costs. It is hard to argue that the same pre-retirement withdrawal assumption

should be made because TELCO's demographics are themselves the result of lower
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turnover rates actually experienced by TELCO. However. if we were to assume the

same withdrawal patterns for both TELCO and GNP (while retaining the different

demographics). the relative impact of SFAS 106 on GNP compared to TELCO would

increase from 28.3% to 34.6%.

The adjustment due to age and past service differences relies on d.mographic data

provided by the separate Price Cap LECs and averaged into a single composite

TELCO census having an average age of 41.6 with average past service of 16.6

years. If we were to reduce the age and service to 40.6 and 15.6 respectively,

the relative impact of SFAS 106 on GNP compared to TELCO would increase from

28.3% to 29.7%.

A degree of uncertainty is also present in our adjustllent due to earlier

retirement among TELCO employees. This uncertainty arises in the determination

of a national av.rag. retir.ment age assumption. We believe our use of age 63

was a conservative a••umption in that the li.ited data on the subj.ct

(G.rontalolist Vol. 28. No.4) s•••• to indicat. a national average retir•••nt

age betwe.n 63.5 and 64. Furthermore. if a••xpected, employers in the GNP tend

to be aggr.ssiv. (i .•.• opti.i.tic) in s.tting a••umptions for accruing post

retirem.nt liability. it might see. reasonab1. co utilize an age 64 assumption.

If an age 64 assumption had been used the relative impact of SFAS 106 on GNP

compared to TELCO would have been reduced fro. 28.3% to 25.6%.

Current Retiree Adjustment - Th. calculation of this adjustment is predicated on

an average claim rate per retiree for the GNP of $1.802 and a ratio of retiree.

to covered actives of .1726. The claim rate was derived by taking the 1990 rate

of $1.514 as reported in the Hewitt Associates Survey of Retiree Medical Benefits

and increasina it by 19% for .edica1 trend inflation. The ratio of retirees to

covered active. vas derived from the GAO study. While we believe 19% to be a

realistic as.u.ption for lIedical inflation, we recognize that the national

average could actually have increased by more. If we assume a 25% increase in

the average claim. to $1.892. and further a.sume that the actual ratio of

retirees to actives has increased to .2 (from .1726) the relative impact of SFAS

106 on GNP compared to TELCO would increase from 28.3% to 29.2%.
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Also, inherent in this Adjustment is the assumption that the demography of the

current TELCO retiree is identical to that of the GNP. In fact, this too is a

conservative assumption because TELCO employees generally retire at younger ages

than the national average and thus the liabilities for TELCO will tend to be

higher on this account than for the retirees in the national economy. If,

however, we were to assume that retirees at TELCO were somewhat~ than those

in the GNP and hence generated SFAS 106 cost per $1 of retiree claim cost that

was 10' less than that for the GNP, the relative impact of SFAS 106 on GNP

compared to TELCO would only increase from 28.3' to 28.8t.

Pre-funding Adjustment - This adjustment looked at the effect of TELCO's existing

pre-funding of post retirement medical benefits as compared with no pre-funding.

By doing this we made the conservative assumption that there is no pre-funding

in the GNP. If we assume there is pre-funding in the GNP to the extent that

assets equal to one years claiu have accumulated, and that annual contributiona

to such funds amount to claims plus lOt, the relative impact of SFAS 106 on GNP

compared to TELCO would reduce from 28.3t to 26.2t.

Non-covered Employees Adjustment - This adjustment co..s from the GAO survey

which determined that 30.7 million private sector employees in the U. S. My

eventually qualify to receive benefits under their employer's post-retirement

medical plan. According to the GAO this estimate is subject to some sampling

error and could be as high as 37.5 million or as low as 23.9 million. At the

extremes this would cause the relative impact of SFAS 106 on GNP compared to

T~LCO to vary from 22.4t to 34.1t as compared to our determination of 28.3t.

Per Unit z..bor Cost AdJUSt1Mnt - In calculating Per Unit Labor Cost Adjustment,

allocated c~naatlon and headcount were used. No sensitivity analysis was

performed on this Adjustment because of the validity of the data used and the

straightforward nature of the calculation.'

Labor Cost Percentage Adjustment - In calculating the Labor Cost Percentage

Adjustment we assumed that TELCO's suppliers were like the average company in the

GNP. In particular we assumed that their labor costs were 64.27' of output and

that their increase in labor costs was 13.60t of the corresponding increase for
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TELCO. Had we assumed that they had no increase in labor costs due to SFAS 106

the relative impact of SFAS 106 on GNP compared with TELCO would have been 30.6\

instead of 28.3'; had we assumed they would experience the same increase due to

SFAS 106 as TELCO the relative impact would have been 19.3' instead of 28.3'.

Th' IacrQ.cqnomic Mod.l

How robust is the conclusion drawn from the macro.conomic mod.l in Section III?

To answer this qu.stion w. have .xamin.d the eff.ct of varying each of the

baseline param.ters that constitute the major inputs to the model.

We indicated earlier that we believe the price elasticity of demand of 1.5 is

probably too high and thus guards against understating the effect on the GNP-PI.

Nonetheless we will show the effect of increasing the value of this parameter to

3.

For the economy as a whole labor coats art 64' of output and our baa.line

calculationa aaauae that the .... is true in each of the two s.ctora of our

macroeconomic model. To teat s.naitivity we will show the reaults if, in each

sector in tum, labor costs were as low aa 50' of output or aa high as 78' of

output.

We used a fraction of labor employed in sector 2 of 0.32. This was based on the

same nUllbers from the GAO survey as were us.d for the Non-Covered Employees

Adjustment (30.7 million out of 95.8 million private sector employees). As

indicated on page 36 the GAO calculated that due to poasible sampling error the

figure of 30.7 million could be as high as 37.5 million (39.1' of 95.8 million)

or as low .. 23.9 million (24.9' of 95.8 million). We will show the effect of

using fractiona of labor employed in sector 2 of 0.24 and 0.40.
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As noted earlier, the direct impact of SFAS 106 on labor costs in sector 2 was

taken to be +3t. The corresponding impact on TELCO labor costs is +6.3' and the

baseline value of 3' is derived using the Adjustment factors in Section II as

6.3 x (3) x (4) x (5) x (6) x (8)

6.3 x .5850 x .5438 x .9287 x 1.313 x 1.3062

- l..ll

There is thus an appropriate conaistency in the baseline value used for this

paraDleter. Nonetheless we will show the results of varying this value over a

wide range (from 2, to 5') while keeping the TELCO value constant at 6.3t.

Finally we will eXaDline the sensitivity of our results to variations in the value

used for labor supply elasticity. We believe, by setting the labor supply

elasticity equal to zero rather than slightly negative, that already we have

guarded against understating the illpact on the GNP· PI . Nonetheless we will show

the effect of using positive values of 0.1, 0.2, and 0.3 for the labor supply

elasticity.

The table that follows shows the results obtained by changing each of the 6

baseline paraaeters, one at a ti... In each of the rows of the table, the values

of 5 of the 6 inputs to the model are the same as in the baseline calculation

listed above. The input shown in the table is the one input that is changed fro.

the baseline calculation.

t 1/...
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Sensitivity Analysis

Price elasticity of demand - 3

Labor share in total cost, sector 1 - 0.50

Labor share in total cost, sector 1 - 0.78

Labor share in total cost, sector 2 - 0.50

Labor share in total cost, sector 2 - 0.78

Fraction of labor employed in sector 2 - 0.24

Fraction of labor employed in sector 2 - 0.40

Direct impact on labor costs in sector 2 - +2t

Direct impact on labor costs in sector 2 - +5t

Labor supply elasticity - 0.1

Labor supply elasticity - 0.2

Labor supply elasticity - 0.3

-39-

Effect
on GNP

Price Index

0.0227t

0.0099t

0.0145t

0.0103t

0.0141t

0.0104t

0.0137t

0.0056t

0.0336t

0.0642t

0.1136t

0.1579'

Pass through
Coefficient

0.041

0.021

0.023

0.020

0.024

0.025

0.020

0.015

0.037

0.117

0.205

0.287
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The Oy.rall R"ults

We have concluded that the overall impact of SFAS 106 on the GNp·PI will reflect

only 0.7\ of the SFAS 106 costs incurred by TELCO. Separately we have calculated

that if TELCO were able to benefit from the same relative reduction in its wage

rate as will be experienced in the economy as a whole this would financ. a

further 14.5' of its additional SFAS 106 costs. This would leave 84.8' of

TELCO's additional SFAS 106 costs to be m.t from oth.r sources. w. now show the

sensitivity of the overall result. to the interaction of the variability of the

BLI Methodology and the variability of the inputs to the Macroeconomic Model.

The baseline inputs to the mod.l include the as.umption that the direct impact

of SFAS 106 on labor co.ts in sector 2 is +3'. We have shown the effect on the

model of reducing this figure to +2' or incr.a.ing it to +5' with other input.

remaining unchang.d. The value of 3' (more preci••ly 3.18'> corresponds to &

SFAS 106 Cost Increase Ratio of 28.3' (pag. 9). Th. values of 2' and 5'

correspond to Cost Increas. Ratios of 17.8' and 44.5' re.p.ctiv.ly: w. b.li.v.

this rang. ad.quat.ly .ncomp..... the lik.ly variations in this ratio. To

demonstrate the interactive effect of possible variability we have produced three

sets of results, one for each of the values. 2'. 3' and 5'. The following

schedule show. for each of th••e value. the r ••ult. if each of the other input.

is set at the baseline valu•• followed by the re.ults if each of the other input.

is varied alone a. indicat.d.
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PIICIITAGE or TELCO'S APDITIOItJ: sr" 106 CosTS:

(a) reflected in the GNP-PI,
(b) financed by potential reduction in relative wage rate and
(c) to be met from other sources

If Additional SEAS 106 cost of Ayerage EmPloyer With SEAS 106 Liabilities is

Input to KacroeconORic Hodel 2t 3\ 5\
(All Basel1neJlKtlIltjW indicated) !.&l ill .!ll ill ill .!ll W ill .w.
Baseline 0.3 9.9 lL.I 0.7 14.5 ~ 1.9 23.4 74.7

Price elasticity of demand - 3 0.6 9.6 lL.I 1.3 14.1 ~ 3.4 22.3 74.3

Labor share in total cost, sector 1 - 0.50 0.2 9.5 2.Q.l 0.6 13.9 ~ 1.5 22.6 ~

Labor share in total cost, sector 1 - 0.78 0.4 11.4 .u....l 0.8 16.8 1!2.....!t 2.2 27.2 70,6

Labor share in total cost, sector 2 - 0.50 0.3 10.4 lL1 0.6 15.5 IL.2. 1.6 25.0 73,4

Labor share in total cost, sector 2 - 0.78 0.4 8.6 .21...2 0.8 12.8 M...! 2.1 20.6 77 .3

Fraction of labor employed in sector 2 - 0.24 0.3 7.3 2L!! 0.6 10.9 ~ 1.6 17 .5 80.9

Fraction of labor employed in sector 2 - 0.40 0.3 12.4 IL.l 0.8. 18.2 ll...Q 2.1 29.4 68.5

Labor supply elasticity - 0.1 2.2 8.4 lL.! 3.6 12.3 I!L.l 6.6 19.9 .ll..2

Labor supply elasticity - 0.2 4.0 7.1 1L.2 6.2 10.4 83.4 11.0 16.6 72.4

Labor supply elasticity - 0.3 5.7 5.8 .II.J 8.8 8.4 lL! 15.1 13.6 1.l...1
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Other Factors

In performing this analysis there were two factors that simply could not be

quantified due to lack of any relevant data. First of all as can be seen from

Appendix A, our data base from which the GNP BLI was calculated included almost

no employees working for employers with fewer than 500 employees. We believe

that this tends to overstate the GNP BLI, because such limited data as exists

suggests that the smaller the employer the less generous the benefits, but w.

cannot make a definitive statement to that effect. Secondly our analysis only

incorporated the impact of SFAS 106 with respect to employer sponsored post

retirement medical plans. SFAS 106 also applies to Lif. and Dental plans a. w.ll

as certain other miscellan.ous ben.fits (e.g., subsidized telephone rat•• for

retirees). As noted, th.r. is simply no accessible data· on the pr.val.nc. and

magnitude of these plans in the GNP. W. can, how.v.r, make two r.l.vant

observations:

•

•

In general, post-r.tirement medical plans gen.rat. far greater SFAS 106

cost than post-r.tir...nt life, dental and other plans.

If an employer does not sponsor a post-r.tir••ent medical plan it is almost

certain that it does not provide any oth.r post-retire••nt ben.fit cov.rag.

(other than pension).

Based on the above and the fact that only 26.8' of employ.es nationally will g.t

post- retire••nt medical b.nefits subj ect to SFAS 106, w. conclud. that the

inclusion of Life, D.ntal, and oth.r non-pension b.nefits in the analysis had

such data b••n available would not have had a material impact on the results.
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Conclusion

Remembering that at each stage of our calculation process we have sought, when

faced with a choice, to adopt a conservative stance and reviewing the results of

this sensitivity analysis. we feel confident that our conclusions represent a

reasonably accurate reflection of what is likely to happen in practice.

1 1•
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v. APPENDIX A . SUMMARY OF DATA

The tables, charts, and graphs on the following pages summarize the data utilized

in this analysis. Included are the following:

o

o

o

o

Summary of Godwins Company Data Base.

Summary of BLI calculations.

Comparison of TELCO and the GNP with respect to Demographic, Economic, and

Actuarial factors.

Summary of GAO findings on National Prevalence of Post-Retirement Medical

Plans.
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UNITED STATES TELEPHONE ASSOCIATION
POST-RETIREMENT HEALTH CARE STUDY

SUMMARY OF GODWINS DATA BASE

.. C.1IlIIjss • rOll-"'*'.'" u.rrt ...:

AClivc Lives: I-U ZS-99 I.. ·.." 511+ ToW

I cos las I cos IUS I cos IUS I cos I US 'COS lEES

Mioi", A Manuf. 0 0 2 135 13 5.095 ..31 11.12.....56 446 11.129,686
COIIIIInIClion 0 0 0 0 0 0 6 94.193 6 94.893
Tl'UIpOIUlion 0 0 0 0 0 0 71 1...72.519 78 1.472,589
Reuil 0 0 0 0 1 115 30 1.113._ 11 "'84.0'4
Fi_elllllUr. 0 0 2 115 l3 4.071 207 3.54'.526 212 3.S49.719
C_mcrServ. 0 0 I 50 3 1.002 ..3 779,350 41 180.402

frOTAL 0 0 , 3Q9 30 '(),360 79S 1'~M3 830 18.911,343

Active Lives: I-U ZS-99 I" - 4ft 511+ ToW

I COS IUS I COS IUS I COS IDS I COS IDS I COS lEES

Minina A Manuf. 6 63 II 614 22 5.217 16 193.413 125 899.447
COIIIlIUCIion I 9 0 0 I 160 5 23.153 1 23.322
TlUIIpOIlMion I 19 0 0 5 1.06' l3 n.332 19 78.416
Retail 0 0 0 0 3 760 IS 4S3.510 18 4'4.270
Fi_elhuur.

, 0 0 2 " 3 7«J 2. I6I.2OJ 33 169.010
COIIIUmcr Serv. 3 36 I 30 6 1.395 29 ......552 39 416.013

~

IrOTAL 11 127 '4 «J ~."f07 176 :Z~IOO.P.' 241 2.110,478
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UNITED STATES TELEPHONE ASSOCIATION

Post-Retirement Health Care Study
Summary of BLIs

Based on Godwins' Database

Averale BLI Weipted by Number or Employees

I.,," PreAcef5 ""'15 No.otr.,* No. of Employ",

Agriculture. Mi_,.
M_factuI'e A: WhoIeuIe 0.7232 0.2:J40 446 11,129,686
Trade

Construction 0.7758 0.0604 6 94,893

Transportation" Utilities 0.7974 0.2643 78 1,472,589

Retail Trade 0.4730 0.0603 31 1,884,054

Finance &: Insurance 0.6721 0.1926 222 3,549,719

Consumer Services 0.5771 0.1267 47 780,402

~OTAL 0.68fJ10.2OfQ . 830 . 18.911.343 I
c.."Sip;

1-24 Employees

25-99 Employees

100-499 Employees

Pre Ace 65

0.4850

0.6482

Pw&AacQ

0.1476

0.1787

.No. ofC-,.
o

5

30

No, of Employeg

o

300

10,360

500+ Employees 0.6887 0.2060 795 18,900,683

~OTAL 0·6887 O·~#..::::./«L 830 18,911,343 I
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UNITED STATES TELEPHONE ASSOCIATION

Post-Retirement Health Care Study
Comparison of TELCO Demographic and Economic Structures

and Actuarial Basis to National Averages

Total Active Employ..

Active Employ.. covered by Retiree
Medical Plaas subject to SPAS 106

Retirees covered by Medical Plaas

Avera,e A,. of Activel

Avera,. Service of Activel

TELCO

613.193

613.193

294.482

41.6

16.6

Emplqym in GNP

114.400.000'

30.700.000'

S.3OO.0Q0l

38.:z2

8•.s'

Co~tioa Per' Employ_

\verqe Claim per Retiree

Labor Cost u a " of Value Added

Value Added u a " of Output

Accumulated VEBA .....

Annual VEBA contributioaa in excell
of claims

Actuarial

538.533 S29•.soo-
53.07.s SI.802'

38.5.' 64.3.·

74.3.' 100.

SI.258.8 millioa N/A

300.3 mi1lioD N/A

Pre-Retiremeat Turnover

Retirement Ap

1991 SFAS 106 expe1118

T-2'

Table'

52,693.1 milliOll

T~'

63'

N/A

1. Source - U. S. o...a AclecaIti., Oftlce
2. Source - U.S. Dept. ofLlllor. _ ofI..lbor $tad..
3. Source - U.S. Bureau of tbe CeauI eurr.t PapuIMioo Reports
4. Source - U.S. Dept. of CoauDIrce. Ba.- of Ecoaomic Aaalylil Survey of Cutreat BUIiDeu
S. Source - 1990 Hewitt AlD:iateI Survey of Retiree Medical Beaefits broupt forward to 1991 with 19" tread
6. Source - 1990 ARMIS 43~'s for Price Cap LECa
7. See tables on pa,. 48 for more detail
q. Source - Midpoint of StaDdard Tablel UIId in ,....ny accepted Actuarial Pnctice

Source - The Gerontolopst Vol. 28 No.4
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